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BUILDING COST - MARKET PRICE RELATIONSHIP 


N our capacity as a statistical research organization we are constantly 
] studying the relationships between the various factors covered by the field 

of real estate economics. As is always the case in research, many of the 
studies developed prove to be of little or of no concrete value. Some of the proj- 
ects are of such a nature that, while assisting us in our analysis of the real estate 
economy, they do not lend themselves to publication in bulletin form. Occasion- 
ally our research results in a product which merits publication. Recent develop- 
ments have led us to believe that our work on the building cost-real estate market 
price relationship falls in the latter category. 


It is generally assumed that the price of residential real estate and the costof 
building fluctuate in about the same manner. Both factors are known to be in- 
fluenced by a third factor - the value of the dollar (or inversely, the cost of living). 
It is also a generally assumed fact that while motivated by the same set of forces, 
building costs and market prices do not react identically. There may be a dis- 
crepancy in the time element and almost always a discrepancy in the degree of 
fluctuation. The chart on the following page, showing the cost of the standard 
six-room frame house as compared with our residential sales price index, is a 
good illustration of this fact. 


It is also generally assumed that building costs tend to *lead” market prices. 
This certainly seems to be the case in periods of rising prices. The chart on the 
following page indicates that such a lead-lag relationship existed very clearly in 
the periods from 1916 to 1920 and from 1934 to 1940. Had building costs not been 
under control during the war years, this same type of relationship would undoubt- 
edly have occurred. 


Unfortunately, extensive correlation analysis has failed to produce a measur- 
able lead-lag relationship between building costs and real estate prices. This 
stems from the lack of periodicity in the up-and-down fluctuations of these two 
factors. This is unfortunate, inasmuch as a measurable relationship would be 
a great boon in forecasting the major turns in the real estate market. 


* 


By way of checking some oi the historic assumptions that have been made 
about building costs and their reiationship to market prices, we have correlated 
these two factors on a simultaneous basis. The results of this study will be 
found charted on page 59. The data for the post-World War II periodare ona 
quarterly basis. Unfortunately, the scarcity of valid sales information for the 
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first 4 decades of this century makes it necessary to show these years on an an- 
nual basis. The small chart in the lower right-hand corner of page 59 is a blow- 
up magnifying the picture for the last 6 years. 


First we worked out a line of regression (which might be called the line of 
average experience) for all the data as far back as 1913. Since quarterly data 
do not carry the same weight as annual data, this line was computed using only 
annual figures. A close correlation was found to exist, the coefficient of cor- 
relation being . 957. 


There is insufficient space available in this report to cover all of the implica- 
tions contained in this study. It is readily apparent, however, that in the boom 
of the 1920’s sales prices soared far above the levels that might be expected based 
on building costs. Not until 1932 did the market for residential real estate react 
to the historic cost-price relationship. This would appear to verify the specula- 
tive nature of the prosperity that preceded the “big depression.” It might also be 
concluded that since World War II, real estate prices have not ‘caught up” with 
building costs. It will be noticed that since 1947, when price controls were re- 
moved, practically all of the dots on the chart lie above the solid line. 


Sensing that a new pattern has been established since World War I, correla- 
tion was made considering only the data from 1945 to date. An even higher de- 
gree of correlation was found in this case, the coefficient of correlation being 
.981. The line of regression covering this period is shown on the chart in the 


form of a dashed line. This high degree of correlation is readily understandable 
when it is considered that the time period covered represents almost entirely a 
period of continuing inflation. 


This new line of average experience does, however, give a clear indication 
of what is currently taking place in the residential real estate market. While 
building costs continue their inexorable march upward, sales prices failed 
to react accordingly in the latter part of 1956 and early 1957. Commentators on 
this situation are about equally divided in blaming the shortage of mortgage money 
on the one hand and a growing surplus of housing on the other for the present 
market situation. While this study is of little value in placing the blame for 
present-day sluggish real estate prices, it does enable us to measure rather 
accurately the extent of this trend. 


In the forecast issue of the Real Estate Analyst we have predicteda slight 
increase in building costs for the year 1957. The relationship between building 
costs and residential] real estate market prices as shown on page 59 would lead us 
to believe that such an increase in building costs should tend to stabilize the mar- 
ket value of existing housing. It will be interesting to see whether or not the in- 
fluence of a historical relationship can offset the negative effects of a tight money 
market. As always, we will continue to watch the situation and report any further 
developments. 














